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Opinions oí the Accounting Principles Board

under differing conditions. The Board expresses in this Opinion
its conclusions on accounting for business combinations.
5. This Opinion covers the combination of a corporation and
one or more incorporated or unincorporated businesses; both
incorporated and unincorporated enterprises are referred to in
this Opinion as companies. The conclusions of this Opinion
apply equally to business combinations in which one or more
companies become subsidiary corporations, one company transfers its net assets to another, and each company transfers its net
assets to a newly formed corporation. The acquisition of some or
all of the stock held by minority stockholders of a subsidiary is
not a business combination, but paragraph 43 of this Opinion
specifies the applicable method of accounting. The term business
combination in this Opinion excludes a transfer by a corporation
of its net assets to a newly formed substitute corporate entity
chartered by the existing corporation and a transfer of net
assets or exchange of shares between companies under common
control (control is described in paragraph 2 of ARB No. 51), such
as between a parent corporation and its subsidiary or between
two subsidiary corporations of the same parent. This Opinion
does not specifically discuss the combination of a corporation
and one or more unincorporated businesses or of two or more
unincorporated businesses, but its provisions should be applied
as a general guide.
6. This Opinion applies to regulated companies in accordance with the provisions of the Addendum to APB Opinion
No. 2, Accounting for the "Investment Credit," 1962.
7. The conclusions of this Opinion modify previous views of
the Board and its predecessor committee. This Opinion therefore
supersedes the following Accounting Research Bulletins (ARB)
and Opinions of the Accounting Principles Board (APB):
ARB No. 43, Chapter 5, Intangible Assets, paragraph 10.
ARB No. 48, Business

Combinations.

ARB No. 51, Consolidated
7 and 8.

Financial Statements, paragraphs
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SUMMARY
Problem

1. A business combination occurs when a corporation and
one or more incorporated or unincorporated businesses are
brought together into one accounting entity. The single entity
carries on the activities of the previously separate, independent
enterprises.
2. Two methods of accounting for business combinations —
"purchase" and "pooling of interests" — have been accepted in
practice and supported in pronouncements of the Board and its
predecessor, the Committee on Accounting Procedure. The accounting treatment of a combination may affect significantly the
reported financial position and net income of the combined corporation for prior, current, and future periods.
3. The Director of Accounting Research of the American
Institute of Certified Public Accountants has published two
studies on accounting for business combinations and the related goodwill: Accounting Research Study No. 5, A Critical
Study of Accounting for Business Combinations, by Arthur R.
Wyatt and Accounting Research Study No. 10, Accounting for
Goodwill, by George R. Catlett and Norman O. Olson.1 The
two studies describe the origin and development of the purchase and pooling of interests methods of accounting for business combinations. The studies also cite the supporting authoritative pronouncements and their influences on accounting
practices and evaluate the effects of practices on financial reporting.
Scope and Effect of Opinion

4. The Board has considered the conclusions and recommendations of Accounting Research Studies Nos. 5 and 10, the discussions of the need for and appropriateness of the two accepted
methods of accounting for business combinations, and proposals for alternative accounting methods. It has also observed
the present treatments of combinations in various forms and
1

Accounting research studies are not pronouncements of the Board or of the
Institute but are published for the purpose of stimulating discussion on
important accounting matters.
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under differing conditions. The Board expresses in this Opinion
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all of the stock held by minority stockholders of a subsidiary is
not a business combination, but paragraph 43 of this Opinion
specifies the applicable method of accounting. The term business
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chartered by the existing corporation and a transfer of net
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control (control is described in paragraph 2 of ARB No. 51), such
as between a parent corporation and its subsidiary or between
two subsidiary corporations of the same parent. This Opinion
does not specifically discuss the combination of a corporation
and one or more unincorporated businesses or of two or more
unincorporated businesses, but its provisions should be applied
as a general guide.
6. This Opinion applies to regulated companies in accordance with the provisions of the Addendum to APB Opinion
No. 2, Accounting for the "Investment Credit," 1962.
7. The conclusions of this Opinion modify previous views of
the Board and its predecessor committee. This Opinion therefore
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Combinations.

ARB No. 51, Consolidated
7 and 8.

Financial Statements, paragraphs
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Bulletins,

APB Opinion No. 10, Omnibus Opinion—1966, paragraph 5.
Since this Opinion supersedes those existing pronouncements,
paragraph 87 of this Opinion should be substituted for the reference to ARB No. 51 in paragraph 49 of APB Opinion No. 11.
Conclusions

8. The Board concludes that the purchase method and the
pooling of interests method are both acceptable in accounting
for business combinations, although not as alternatives in accounting for the same business combination. A business combination which meets specified conditions requires accounting by
the pooling of interests method, A new basis of accounting is not
permitted for a combination that meets the specified conditions,
and the assets and liabilities of the combining companies are
combined at their recorded amounts. All other business combinations should be accounted for as an acquisition of one or more
companies by a corporation. The cost to an acquiring corporation
of an entire acquired company should be determined by the
principles of accounting for the acquisition of an asset. That
cost should then be allocated to the identifiable individual assets
acquired and liabilities assumed based on their fair values; the
unallocated cost should be recorded as goodwill.
BACKGROUND
Present Accounting and Its Development
Development

of Two

Methods

9. Most business combinations before World War II were
classified either as a "merger," the acquisition of one company
by another, or as a "consolidation," the formation of a new
corporation. Accounting for both types of combinations generally followed traditional principles for the acquisition of assets
or issuance of shares of stock. The accounting adopted by some
new corporations was viewed as a precedent for the combining
of retained earnings and of amounts of net assets recorded by
predecessor corporations as retained earnings and net assets of
a new entity.
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10. Emphasis shifted after World War II from the legal form
of the combination to distinctions between "a continuance of
the former ownership or a new ownership" (ARB No. 40, paragraph 1). New ownership was accounted for as a purchase;
continuing ownership was accounted for as a pooling of interests. Carrying forward the stockholders' equity, including retained earnings, of the constituents became an integral part of
the pooling of interests method. Significant differences between
the purchase and pooling of interests methods accepted today
are in the amounts ascribed to assets and liabilities at the time
of combination and income reported for the combined enterprise.
Purchase

Method2

11. The purchase method accounts for a business combination as the acquisition of one company by another. The acquiring corporation records at its cost the acquired assets less
liabilities assumed. A difference between the cost of an acquired
company and the sum of the fair values of tangible and identifiable intangible assets less liabilities is recorded as goodwill.
The reported income of an acquiring corporation includes the
operations of the acquired company after acquisition, based on
the cost to the acquiring corporation.
Pooling of Interests

Method2

12. The pooling of interests method accounts for a business
combination as the uniting of the ownership interests of two or
more companies by exchange of equity securities. No acquisition is recognized because the combination is accomplished
without disbursing resources of the constituents. Ownership
interests continue and the former bases of accounting are retained. The recorded assets and liabilities of the constituents
are carried forward to the combined corporation at their recorded amounts. Income of the combined corporation includes
2

This Opinion refers to the "purchase method of accounting" for a business
combination because the term is widely used and generally understood. However, the more inclusive terms "acquire" (to come into possession of) and
"acquisition" are generally used to describe transactions rather than the more
narrow term "purchase" (to acquire by the payment of money or its equivalent). The broader terms clearly encompass obtaining assets by issuing stock
as well as by disbursing cash and thus avoid the confusion that results from
describing a stock transaction as a "purchase." This Opinion does not describe
a business combination accounted for by the pooling of interests method as an
"acquisition" because the meaning of the word is inconsistent with the method
of accounting.
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income of the constituents for the entire fiscal period in which
the combination occurs. The reported income of the constituents
for prior periods is combined and restated as income of the combined corporation.
13. The original concept of pooling of interests as a fusion of
equity interests was modified in practice as use of the method
expanded.3 The method was first applied in accounting for
combinations of affiliated corporations and then extended to
some combinations of unrelated corporate ownership interests
of comparable size. The method was later accepted for most
business combinations in which common stock was issued. New
and complex securities have been issued in recent business
combinations and some combination agreements provide for
additional securities to be issued later depending on specified
events or circumstances. Most of the resulting combinations
are accounted for as poolings of interests. Some combinations
effected by both disbursing cash and issuing securities are now
accounted for as a "part purchase, part pooling."
14. Some accountants believe that the pooling of interests
method is the only acceptable method for a combination which
meets the requirements for pooling. Others interpret the existing pronouncements on accounting for business combinations
to mean that a combination which meets the criteria for a
pooling of interests may alternatively be accounted for as a
purchase.
Appraisal of Accepted Methods of Accounting

15. The pooling of interests method of accounting is applied
only to business combinations effected by an exchange of stock
and not to those involving primarily cash, other assets, or liabilities. Applying the purchase method of accounting to business combinations effected by paying cash, distributing other
assets, or incurring liabilities is not challenged. Thus, those
business combinations effected primarily by an exchange of
equity securities present a question of choice between the two
accounting methods.
3

The origin, development, and application of the pooling of interests method
of accounting are traced in Accounting Research Study No. 5 and summarized
in Accounting Research Study No. 10.

286

Opinions oí the Accounting Principles Board

16. The significantly different results of applying the purchase and pooling of interests methods of accounting to a combination effected by an exchange of stock stem from distinct
views of the nature of the transaction itself. Those who endorse
the pooling of interests method believe that an exchange of
stock to effect a business combination is in substance a transaction between the combining stockholder groups and does not
involve the corporate entities. The transaction therefore neither
requires nor justifies establishing a new basis of accountability
for the assets of the combined corporation. Those who endorse
the purchase method believe that the transaction is an issue of
stock by a corporation for consideration received from those
who become stockholders by the transaction. The consideration
received is established by bargaining between independent
parties, and the acquiring corporation accounts for the additional assets at their bargained—that is, current—values.
Purchase

Method

17. The more important arguments expressing the advantages
and disadvantages of the purchase method and some of the
practical difficulties experienced in implementing it are summarized in paragraphs 18 to 26.
18. An acquisition. Those who favor the purchase method of
accounting believe that one corporation acquires another company in almost every business combination. The acquisition of
one company by another and the identities of the acquiring
and acquired companies are usually obvious. Generally, one
company in a business combination is clearly the dominant and
continuing entity and one or more other companies cease to
control their own assets and operations because control passes
to the acquiring corporation.
19. A bargained transaction. Proponents of purchase accounting hold that a business combination is a significant economic
event which results from bargaining between independent parties. Each party bargains on the basis of his assessment of the
current status and future prospects of each constituent as a
separate enterprise and as a contributor to the proposed combined enterprise. The agreed terms of combination recognize
primarily the bargained values and only secondarily the costs
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of assets and liabilities carried by the constituents. In fact, the
recorded costs are not always known by the other bargaining
party.
20. Accounting by the purchase method is essentially the
same whether the business combination is effected by distributing assets, incurring liabilities, or issuing stock because issuing
stock is considered an economic event as significant as distributing assets or incurring liabilities. A corporation must
ascertain that the consideration it receives for stock issued is
fair, just as it must ascertain that fair value is received for cash
disbursed. Recipients of the stock similarly appraise the fairness of the transaction. Thus, a business combination is a bargained transaction regardless of the nature of the consideration.
21. Reporting economic substance. The purchase method adheres to traditional principles of accounting for the acquisition
of assets. Those who support the purchase method of accounting for business combinations effected by issuing stock believe
that an acquiring corporation accounts for the economic substance of the transaction by applying those principles and by
recording:
a. All assets and liabilities which comprise the bargained
cost of an acquired company, not merely those items previously shown in the financial statements of an acquired
company.
b. The bargained costs of assets acquired less liabilities assumed, not the costs to a previous owner.
c. The fair value of the consideration received for stock issued, not the equity shown in the financial statements of
an acquired company.
d. Retained earnings from its operations, not a fusion of its
retained earnings and previous earnings of an acquired
company.
e. Expenses and net income after an acquisition computed
on the bargained cost of acquired assets less assumed liabilities, not on the costs to a previous owner.
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22. Defects attributed to purchase method. Applying the
purchase method to business combinations effected primarily
by issuing stock may entail difficulties in measuring the cost of
an acquired company if neither the fair value of the consideration given nor the fair value of the property acquired is clearly
evident. Measuring fair values of assets acquired is complicated
by the presence of intangible assets or other assets which do
not have discernible market prices. Goodwill and other unidentifiable intangible assets are difficult to value directly, and measuring assets acquired for stock is easier if the fair value of the
stock issued is determinable. The excess of the value of stock
issued over the sum of the fair values of the tangible and identifiable intangible assets acquired less liabilities assumed indicates
the value of acquired unidentified intangible assets (usually
called goodwill).
23. However, the fair value of stock issued is not always objectively determinable. A market price may not be available
for a newly issued security or for securities of a closely held
corporation. Even an available quoted market price may not
always be a reliable indicator of fair value of consideration
received because the number of shares issued is relatively large,
the market for the security is thin, the stock price is volatile, or
other uncertainties influence the quoted price. Further, the
determinable value of one security may not necessarily indicate
the fair value of another similar, but not identical, security
because their differences affect the value — for example, the
absence of registration or an agreement which restricts a
holder's ability to sell a security may significantly affect its value.
24. Those who oppose applying the purchase method to some
or most business combinations effected by stock also challenge
the theoretical merits of the method. They contend that the
goodwill acquired is stated only by coincidence at the value
which would be determined by direct valuation. The weakness
is attributed not to measurement difficulties (direct valuation
of goodwill is assumed) but to the basis underlying an exchange of shares of stock. Bargaining in that type of transaction
is normally based on the market prices of the equity securities.
Market prices of the securities exchanged are more likely to be
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influenced by anticipated earning capacities of the companies
than by evaluations of individual assets. The number of shares
of stock issued in a business combination is thus influenced by
values attributed to goodwill of the acquirer as well as goodwill of the acquired company. Since the terms are based on
the market prices of both stocks exchanged, measuring the cost
of an acquired company by the market price of the stock issued
may result in recording acquired goodwill at more or less than
its value determined directly.
25. A related argument is that the purchase method is improper accounting for a business combination in which a relatively large number of shares of stock is issued because it
records the goodwill and fair values of only the acquired company. Critics of purchase accounting say that each group of
stockholders of two publicly held and actively traded companies evaluates the other stock, and the exchange ratio for
stock issued is often predicated on relative market values. The
stockholders and management of each company evaluate the
goodwill and fair values of the other. Purchase accounting is
thus viewed as illogical because it records goodwill and values
of only one side of the transaction. Those who support this
view prefer that assets and liabilities of both companies be
combined at existing recorded amounts, but if one side is to be
stated at fair values, they believe that both sides should be
recorded at fair values.
26. Criticism of the purchase method is directed not only to
the theoretical and practical problems of measuring goodwill
in combinations effected primarily by stock but also to accounting after the combination for goodwill recorded by the purchase method. Present accounting for goodwill, which often has
an indeterminate useful life, is cited as an example of lack of uniformity because selecting among alternative methods of accounting is discretionary.
Pooling

of Interests

Method

27. The more important arguments expressing the advantages
and disadvantages of the pooling of interests method and some
of the practical difficulties experienced in implementing it are
summarized in paragraphs 28 to 41.
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28. Validity of the concept. Those who support the pooling
of interests method believe that a business combination effected
by issuing common stock is different from a purchase in that no
corporate assets are disbursed to stockholders and the net assets
of the issuing corporation are enlarged by the net assets of the
corporation whose stockholders accept common stock of the
combined corporation. There is no newly invested capital nor
have owners withdrawn assets from the group since the stock
of a corporation is not one of its assets. Accordingly, the net assets
of the constituents remain intact but combined; the stockholder
groups remain intact but combined. Aggregate income is not
changed since the total resources are not changed. Consequently,
the historical costs and earnings of the separate corporations are
appropriately combined. In a business combination effected by
exchanging stock, groups of stockholders combine their resources, talents, and risks to form a new entity to carry on in
combination the previous businesses and to continue their
earnings streams. The sharing of risks by the constituent stockholder groups is an important element in a business combination effected by exchanging stock. By pooling equity interests,
each group continues to maintain risk elements of its former
investment and they mutually exchange risks and benefits.
29. A pooling of interests transaction is regarded as in substance an arrangement among stockholder groups. The fractional
interests in the common enterprise are reallocated—risks are rearranged among the stockholder groups outside the corporate
entity. A fundamental concept of entity accounting is that a
corporation is separate and distinct from its stockholders. Elected
managements represent the stockholders in bargaining to effect
a combination, but the groups of stockholders usually decide
whether the proposed terms are acceptable by voting to approve
or disapprove a combination. Stockholders sometimes disapprove
a combination proposed by management, and tender offers sometimes succeed despite the opposition of management.
30. Each stockholder group in a pooling of interests gives up
its interests in assets formerly held but receives an interest in a
portion of the assets formerly held in addition to an interest in
the assets of the other. The clearest example of this type of
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one in which both groups surrender their stock
exchange stock of a new corporation. The fact
corporations usually issues its stock in exchange
other does not alter the substance of the trans-

31. Consistency with other concepts. Proponents of pooling
of interests accounting point out that the pooling concept was
developed within the boundaries of the historical-cost system
and is compatible with it. Accounting by the pooling of interests
method for business combinations arranged through the issuance
of common stock is based on existing accounting concepts and is
not an occasion for revising historical costs. Both constituents
usually have elements of appreciation and of goodwill which
are recognized and offset, at least to some extent, in setting a
ratio of exchange of stock. The bargaining which occurs usually
reflects the relative earning capacities (measured by historicalcost accounts) of the constituents and frequently recognizes the
relative market values of the two stocks, which in turn reflect
earning capacity, goodwill, or other values. Accounting recognizes the bargaining by means of the new number of shares outstanding distributed in accordance with the bargained ratio,
which has a direct effect on earnings per share after the combination.
32. Usefulness of the concept. Those who favor the pooling
of interests method of accounting believe that the economic
substance of a combination is best reflected by reporting operations up to the date of the exchange of stock based on the
same historical-cost information used to develop the separate
operating results of each constituent. Also, informative comparison with periods prior to the business combination is facilitated by maintaining historical costs as the basis of reporting
combined operations subsequent to the combination.
33. Application of the concept. It has been observed that
criteria for distinguishing between a pooling and a purchase
have eroded over the years and that present interpretations of
criteria have led to abuse. However, most accountants who
support the pooling concept believe that criteria can be redefined satisfactorily to eliminate abuses. It is their view that the
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pooling of interests method of accounting for business combinations is justifiable on conceptual grounds and is a useful
technique and therefore should be retained.
34. Some proponents of pooling of interests accounting support a restriction on the difference in size of combining interests
because a significant sharing of risk cannot occur if one combining interest is minor or because a meaningful mutual exchange
does not occur if the combination involves a relatively small
number of shares. Most, however, believe that there is no conceptual basis for a size restriction and that establishing a size restriction would seriously impair pooling of interests accounting.
35. Defects attributed to pooling of interests method. Those
who oppose the pooling of interests method of accounting
doubt that the method is supported by a concept. In their view
it has become essentially a method of accounting for an acquisition of a company without recognizing the current costs of the
assets, including goodwill, underlying the transaction. The concept of a pooling of interests was described in general terms in
the past—for example, as a continuity of equity interests or as a
combination of two or more interests of comparable size. The
descriptions tend to be contradictory. For example, accountants do not agree on whether or not relative size is part of the
pooling of interests concept. Attempts to define the concept in
terms of broad criteria for applying the method have also been
unsuccessful.
36. Indeed, many opponents of the pooling of interests method
of accounting believe that effective criteria cannot be found.
The concept of a uniting or fusing of stockholder groups on
which pooling of interests accounting is based implies a broad
application of the method because every combination effected
by issuing stock rather than by disbursing cash or incurring debt
is potentially a pooling of interests unless the combination significantly changes the relative equity interests. However, so broad
an application without effective criteria results in applying the
pooling of interests method to numerous business combinations
which are clearly in economic substance the acquisition of one
company by another.
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37. Some critics point out that the method was first applied
to combining interests of comparable size and that pronouncements on business combinations have never sanctioned applying pooling of interests accounting to all or almost all business
combinations effected by exchanging stock. All pronouncements have indicated that a large disparity in the size of the
combining interests is evidence that one corporation is acquiring another.
38. Other criteria restricting application of pooling of interests accounting, such as those prohibiting future disposals of
stock received and providing for continuity of management,
were added to the size restriction. Those criteria have, however,
tended to strengthen the view that one corporation acquires
another because they are unilateral, that is, they are applied only
to the stockholders and management of the "acquired" company.
39. The most serious defect attributed to pooling of interests
accounting by those who oppose it is that it does not accurately
reflect the economic substance of the business combination
transaction. They believe that the method ignores the bargaining which results in the combination by accounting only for the
amounts previously shown in accounts of the combining companies. The acquiring corporation does not record assets and
values which usually influence the final terms of the combination agreement with consequent effects on subsequent balance
sheets and income statements. The combined earnings streams,
which are said to continue after a pooling of interests, can continue unchanged only if the cost of the assets producing those
earnings is identical for the acquiring corporation and the
acquired company. That coincidence rarely occurs because the
bargaining is based on current values and not past costs.
40. Pooling of interests accounting is also challenged because
the amount of assets acquired less liabilities assumed is recorded
without regard to the number of shares of stock issued. The
result does not reflect the presumption that a corporation issues
stock only for value received and, in general, the greater the
number of shares issued, the larger the consideration to be
recorded.
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41. Traditional principles of accounting for acquisitions of
assets encompass all business combinations because every combination is effected by distributing assets, incurring liabilities,
issuing stock, or some blend of the three. Those who oppose the
pooling of interests method believe that a departure from the
traditional principles is justified only if evidence shows that
financial statements prepared according to other principles
better reflect the economic significance of a combination. In
their opinion, the characteristics of a business combination do
not justify departing from traditional principles of accounting
to accommodate the pooling of interests method.
OPINION
Applicability of Accounting Methods

42. The Board finds merit in both the purchase and pooling
of interests methods of accounting for business combinations
and accepts neither method to the exclusion of the other. The
arguments in favor of the purchase method of accounting are
more persuasive if cash or other assets are distributed or liabilities
are incurred to effect a combination, but arguments in favor of
the pooling of interests method of accounting are more persuasive if voting common stock is issued to effect a combination
of common stock interests. Therefore, the Board concludes that
some business combinations should be accounted for by the
purchase method and other combinations should be accounted
for by the pooling of interests method.
43. The Board also concludes that the two methods are not
alternatives in accounting for the same business combination.
A single method should be applied to an entire combination;
the practice now known as part-purchase, part-pooling is not
acceptable. The acquisition after the effective date of this Opinion of some or all of the stock held by minority stockholders of a
subsidiary—whether acquired by the parent, the subsidiary itself,
or another affiliate—should be accounted for by the purchase
method rather than by the pooling of interests method.
44. The Board believes that accounting for business combinations will be improved significantly by specifying the cir-
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cumstances in which each method should be applied and the
procedures which should be followed in applying each method.
The distinctive conditions which require pooling of interests
accounting are described in paragraphs 45 to 48, and combinations involving all of those conditions should be accounted for
as described in paragraphs 50 to 65. All other business combinations should be treated as the acquisition of one company
by another and accounted for by the purchase method as described in paragraphs 66 to 96.

Conditions

for Pooling of Interests

Method

45. The pooling of interests method of accounting is intended
to present as a single interest two or more common stockholder
interests which were previously independent and the combined
rights and risks represented by those interests. That method
shows that stockholder groups neither withdraw nor invest
assets but in effect exchange voting common stock in a ratio that
determines their respective interests in the combined corporation. Some business combinations have those features. A business
combination which meets all of the conditions specified and explained in paragraphs 46 to 48 should be accounted for by the
pooling of interests method. The conditions are classified by (1)
attributes of the combining companies, (2) manner of combining
interests, and (3) absence of planned transactions.
46. Combining companies. Certain attributes of combining
companies indicate that independent ownership interests are
combined in their entirety to continue previously separate operations. Combining virtually all of existing common stock interests
avoids combining only selected assets, operations, or ownership
interests, any of which is more akin to disposing of and acquiring
interests than to sharing risks and rights. It also avoids combining interests that are already related by substantial intercorporate investments.
The two conditions in this paragraph define essential attributes
of combining companies.
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a. Each of the combining companies is autonomous and
has not been a subsidiary or division of another corporation within two years before the plan of combination is
initiated.
A plan of combination is initiated on the earlier of (1) the
date that the major terms of a plan, including the ratio of
exchange of stock, are announced publicly or otherwise formally made known to the stockholders of any one of the
combining companies or (2) the date that stockholders of a
combining company are notified in writing of an exchange
offer. Therefore, a plan of combination is often initiated even
though consummation is subject to the approval of stockholders and others.
A new company incorporated within the preceding two
years meets this condition unless the company is successor to
a part of a company or to a company that is otherwise not
autonomous for this condition. A wholly owned subsidiary company which distributes voting common stock of its parent corporation to effect the combination is also considered an autonomous
company provided the parent corporation would have met all
conditions in paragraphs 46 to 48 had the parent corporation
issued its stock directly to effect the combination.
Divestiture of assets to comply with an order of a governmental authority or judicial body results in an exception to
the terms of this condition. Either a subsidiary divested under
an order or a new company which acquires assets disposed of
under an order is therefore autonomous for this condition.
b. Each of the combining companies is independent of
the other combining companies.
This condition means that at the dates the plan of combination is initiated and consummated the combining companies
hold as intercorporate investments no more than 10 percent
in total of the outstanding voting common stock of any combining company.4 For the percentage computation, intercorpo4

An exception for common stock held on October 31, 1970 is explained in paragraph 99.
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rate investments exclude voting common stock that is acquired
after the date the plan of combination is initiated in exchange for
the voting common stock issued to effect the combination. Investments of 10 percent or less are explained in paragraph 47-b.
47. Combining of interests. The combining of existing voting
common stock interests by the exchange of stock is the essence
of a business combination accounted for by the pooling of
interests method. The separate stockholder interests lose their
identities and all share mutually in the combined risks and
rights. Exchanges of common stock that alter relative voting
rights, that result in preferential claims to distributions of profits
or assets for some common stockholder groups, or that leave
significant minority interests in combining companies are incompatible with the idea of mutual sharing. Similarly, acquisitions
of common stock for assets or debt, reacquisitions of outstanding
stock for the purpose of exchanging it in a business combination,
and other transactions that reduce the common stock interests
are contrary to the idea of combining existing stockholder interests. The seven conditions in this paragraph relate to the exchange to effect the combination.
a. The combination is effected in a single transaction or is
completed in accordance with a specific plan within one
year after the plan is initiated.
Altering the terms of exchange of stock constitutes initiation
of a new plan of combination unless earlier exchanges of
stock are adjusted to the new terms.5
A business combination completed in more than one year
from the date the plan is initiated meets this condition if the
delay is beyond the control of the combining companies because proceedings of a governmental authority or litigation
prevents completing the combination.
5

However, an adjustment after the effective date of this Opinion in the terms
of exchange in a plan of combination initiated before and consummated after
the effective date always constitutes initiation of a new plan. The one year
specified in this condition is measured, therefore, from the date of adjustment
of terms and all other conditions are evaluated for the new plan. (Paragraph
97 describes the application of this Opinion to a plan of combination initiated
before the effective date of this Opinion and consummated later in accordance
with the terms of exchange prevailing on the effective date.)
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b. A corporation offers and issues only common stock with
rights identical to those of the majority of its outstanding
voting common stock6 in exchange for substantially all of
the voting common stock interest of another company
at the date the plan of combination is consummated.
The plan to issue voting common stock in exchange for voting common stock may include, within limits, provisions to distribute cash or other consideration for fractional shares, for
shares held by dissenting stockholders, and the like but may not
include a pro rata distribution of cash or other consideration.
Substantially all of the voting common stock means 90 percent or more for this condition. That is, after the date the
plan of combination is initiated, one of the combining companies (issuing corporation) issues voting common stock in
exchange for at least 90 percent of the voting common stock
of another combining company that is outstanding at the date
the combination is consummated. The number of shares exchanged therefore excludes those shares of the combining
company (1) acquired before and held by the issuing corporation and its subsidiaries at the date the plan of combination is
initiated, regardless of the form of consideration,7 (2) acquired
by the issuing corporation and its subsidiaries after the date the
plan of combination is initiated other than by issuing its own
voting common stock, and (3) outstanding after the date the
combination is consummated.
An investment in stock of the issuing corporation held by a
combining company may prevent a combination from meeting
this condition even though the investment of the combining
company is not more than 10 percent of the outstanding stock
of the issuing corporation (paragraph 46-b). An investment in
stock of the issuing corporation by another combining company
is the same in a mutual exchange as an investment by the issuing
corporation in stock of the other combining company—the choice
of issuing corporation is essentially a matter of convenience. An
investment in stock of the issuing corporation must be expressed
6
7

A class of stock that has voting control of a corporation is the majority class.
An exception for common stock held on October 31, 1970 is explained in paragraph 99.
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as an equivalent number of shares of the investor combining
company because the measure of percent of shares exchanged
is in terms of shares of stock of the investor company. An investment in 10 percent or less of the outstanding voting common
stock of the issuing corporation affects the measure of percent of
shares exchanged in the combination as follows:
The number of shares of voting common stock of the issuing
corporation held by the investor combining company at the
date the plan is initiated plus shares it acquired after that date
are restated as an equivalent number of shares of voting common stock of the investor combining company based on the
ratio of exchange of stock in the combination.
The equivalent number of shares is deducted from the number
of shares of voting common stock of the investor combining
company exchanged for voting common stock of the issuing
corporation as part of the plan of combination.
The reduced number of shares is considered the number exchanged and is compared with 90 percent of the outstanding
voting common stock of the investor combining company at
the date the plan is consummated to determine whether the
terms of condition 47-b are met.
Since the number of shares of voting common stock exchanged is reduced for an intercorporate investment in voting
common stock of the issuing corporation, the terms of condition 47-b may not be met even though 90 percent or more of
the outstanding common stock of a combining company is
exchanged to effect a combination.
A combination of more than two companies is evaluated
essentially the same as a combination of two companies. The
percent of voting common stock exchanged is measured separately for each combining company, and condition 47-b is
met if 90 percent or more of the voting common stock of each
of the several combining companies is exchanged for voting
common stock of the issuing corporation. The number of shares
exchanged for stock of the issuing corporation includes only
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shares exchanged by stockholders other than the several combining companies themselves. Thus, intercorporate investments
in combining companies are included in the number of shares
of stock outstanding but are excluded from the number of
shares of stock exchanged to effect the combination.
A new corporation formed to issue its stock to effect the
combination of two or more companies meets condition 47-b
if (1) the number of shares of each company exchanged to
effect the combination is not less than 90 percent of its voting
common stock outstanding at the date the combination is consummated and (2) condition 47-b would have been met had
any one of the combining companies issued its stock to effect
the combination on essentially the same basis.
Condition 47-b relates to issuing common stock for the common stock interests in another company. Hence, a corporation
issuing stock to effect the combination may assume the debt
securities of the other company or may exchange substantially
identical securities or voting common stock for other outstanding equity and debt securities of the other combining company.
An issuing corporation may also distribute cash to holders of
debt and equity securities that either are callable or redeemable and may retire those securities. However, the issuing corporation may exchange only voting common stock for outstanding
equity and debt securities of the other combining company that
have been issued in exchange for voting common stock of that
company during a period beginning two years preceding the
date the combination is initiated.
A transfer of the net assets of a combining company to effect
a business combination satisfies condition 47-b provided all
net assets of the company at the date the plan is consummated
are transferred in exchange for stock of the issuing corporation.
However, the combining company may retain temporarily
cash, receivables, or marketable securities to settle liabilities,
contingencies, or items in dispute if the plan provides that
the assets remaining after settlement are to be transferred to
the corporation issuing the stock to effect the combination.
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Only voting common stock may be issued to effect the combination unless both voting common stock and other stock of the
other combining company are outstanding at the date the plan
is consummated. The combination may then be effected by
issuing all voting common stock or by issuing voting common
and other stock in the same proportions as the outstanding
voting common and other stock of the other combining company. An investment in 10 percent or less of the outstanding voting common stock of a combining company held by another
combining company requires special computations to evaluate
condition 47-b. The computations and comparisons are in terms
of the voting common stock of the issuing corporation and involve:
Stock issued for common stock interest. The total number
of shares of voting common stock issued for all of the assets8
is divided between those applicable to outstanding voting
common stock and those applicable to other outstanding
stock, if any, of the combining company which transfers
assets (transferor company).
Reduction for intercorporate investments. The number of
issued shares of voting common stock applicable to the
voting common stock interests of the transferor combining
company is reduced by the sum of (1) the number of shares
of voting common stock of the issuing corporation held by
the transferor combining company at the date the plan of
combination is initiated plus shares it acquired after that
date and (2) the number of shares of voting common stock
of the transferor combining company held by the issuing
corporation at the date the plan of combination is initiated
plus shares it acquired after that date. The shares of the
transferor combining company are restated as the equivalent number of shares of voting common stock of the issuing
corporation for this purpose. Restatement is based on the
ratio of the number of shares of voting common stock of
the transferor combining company which are outstanding at
the date the plan is consummated to the number of issued
8

Including (for this computation) stock of the issuing corporation held by the
transferor combining company.

302

Opinions oí the Accounting Principles Board

shares of voting common stock applicable to the voting
common stock interests.
Comparison with 90 percent. The reduced number of
shares of stock issued is compared with 90 percent of the
issued number of shares of voting common stock applicable
to voting common stock interests to determine if the transfer
of assets meets the terms of condition 47-b.
c. None of the combining companies changes the equity interest of the voting common stock in contemplation of
effecting the combination either within two years before
the plan of combination is initiated or between the dates
the combination is initiated and consummated; changes in
contemplation of effecting the combination may include
distributions to stockholders and additional issuances,
exchanges, and retirements of securities.
Distributions to stockholders which are no greater than normal
dividends are not changes for this condition. Normality of dividends is determined in relation to earnings during the period
and to the previous dividend policy and record. Dividend distributions on stock of a combining company that are equivalent to
normal dividends on the stock to be issued in exchange in the
combination are considered normal for this condition.
d. Each of the combining companies reacquires shares of
voting common stock only for purposes other than business combinations, and no company reacquires more than
a normal number of shares between the dates the plan of
combination is initiated and consummated.
Treasury stock acquired for purposes other than business combinations includes shares for stock option and compensation
plans and other recurring distributions provided a systematic
pattern of reacquisitions is established at least two years before the plan of combination is initiated. A systematic pattern
of reacquisitions may be established for less than two years
if it coincides with the adoption of a new stock option or com-
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pensation plan. The normal number of shares of voting common stock reacquired is determined by the pattern of reacquisitions of stock before the plan of combination is initiated.
Acquisitions by other combining companies of voting common stock of the issuing corporation after the date the plan
of combination is initiated are essentially the same as if the
issuing corporation reacquired its own common stock.
e. The ratio of the interest of an individual common stockholder to those of other common stockholders in a combining company remains the same as a result of the
exchange of stock to effect the combination.
This condition means that each individual common stockholder who exchanges his stock receives a voting common
stock interest exactly in proportion to his relative voting common stock interest before the combination is effected. Thus no
common stockholder is denied or surrenders his potential share
of a voting common stock interest in a combined corporation.
f.

The voting rights to which the common stock ownership
interests in the resulting combined corporation are entitled are exercisable by the stockholders; the stockholders are neither deprived of nor restricted in exercising those rights for a period.

This condition is not met, for example, if shares of common
stock issued to effect the combination are transferred to a voting trust.
g. The combination is resolved at the date the plan is consummated and no provisions of the plan relating to the
issue of securities or other consideration are pending.
This condition means that (1) the combined corporation does
not agree to contingently issue additional shares of stock or
distribute other consideration at a later date to the former
stockholders of a combining company or (2) the combined
corporation does not issue or distribute to an escrow agent
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common stock or other consideration which is to be either
transferred to common stockholders or returned to the corporation at the time the contingency is resolved.
An agreement may provide, however, that the number of
shares of common stock issued to effect the combination may
be revised for the later settlement of a contingency at a different
amount than that recorded by a combining company.
48. Absence of planned transactions. Some transactions after
a combination is consummated are inconsistent with the combining of entire existing interests of common stockholders. Including those transactions in the negotiations and terms of
the combination, either explicitly or by intent, counteracts
the effect of combining stockholder interests. The three conditions in this paragraph relate to certain future transactions.
a. The combined corporation does not agree directly or
indirectly to retire or reacquire all or part of the common
stock issued to effect the combination.
b. The combined corporation does not enter into other
financial arrangements for the benefit of the former stockholders of a combining company, such as a guaranty of
loans secured by stock issued in the combination, which
in effect negates the exchange of equity securities.
c. The combined corporation does not intend or plan to
dispose of a significant part of the assets of the combining companies within two years after the combination
other than disposals in the ordinary course of business of
the formerly separate companies and to eliminate duplicate facilities or excess capacity.
Subsidiary

Corporation

49. Dissolution of a combining company is not a condition
for applying the pooling of interests method of accounting for
a business combination. One or more combining companies
may be subsidiaries of the issuing corporation after the combination is consummated if the other conditions are met.
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Application of Pooling of Interests Method

50. A business combination which meets all of the conditions
in paragraphs 45 to 48 should be accounted for by the pooling
of interests method. Appropriate procedures are described in
paragraphs 51 to 65.
Assets and Liabilities

Combined

51. The recorded assets and liabilities of the separate companies generally become the recorded assets and liabilities of
the combined corporation. The combined corporation therefore recognizes those assets and liabilities recorded in conformity with generally accepted accounting principles by the
separate companies at the date the combination is consummated.
52. The combined corporation records the historical-cost
based amounts of the assets and liabilities of the separate
companies because the existing basis of accounting continues.
However, the separate companies may have recorded assets
and liabilities under differing methods of accounting and the
amounts may be adjusted to the same basis of accounting if
the change would otherwise have been appropriate for the
separate company. A change in accounting method to conform the individual methods should be applied retroactively,
and financial statements presented for prior periods should
be restated.
Stockholders'

Equity

Combined

53. The stockholders' equities of the separate companies are
also combined as a part of the pooling of interests method of
accounting. The combined corporation records as capital the
capital stock and capital in excess of par or stated value of
outstanding stock of the separate companies. Similarly, retained earnings or deficits of the separate companies are combined and recognized as retained earnings of the combined
corporation (paragraph 56). The amount of outstanding shares
of stock of the combined corporation at par or stated value
may exceed the total amount of capital stock of the separate
combining companies; the excess should be deducted first
from the combined other contributed capital and then from
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the combined retained earnings. The combined retained earnings could be misleading if shortly before or as a part of the
combination transaction one or more of the combining companies adjusted the elements of stockholders' equity to eliminate a deficit; therefore, the elements of equity before the
adjustment should be combined.
54. A corporation which effects a combination accounted for
by the pooling of interests method by distributing stock previously acquired as treasury stock (paragraph 47-d) should first
account for those shares of stock as though retired. The issuance
of the shares for the common stock interests of the combining
company is then accounted for the same as the issuance of previously unissued shares.
55. Accounting for common stock of one of the combining
companies which is held by another combining company at
the date a combination is consummated depends on whether
the stock is the same as that which is issued to effect the combination or is the same as the stock which is exchanged in the
combination. An investment of a combining company in the
common stock of the issuing corporation is in effect returned
to the resulting combined corporation in the combination.
The combined corporation should account for the investment
as treasury stock. In contrast, an investment in the common
stock of other combining companies (not the one issuing stock
in the .combination) is an investment in stock that is exchanged
in the combination for the common stock issued. The stock
in that type of intercorporate investment is in effect eliminated
in the combination. The combined corporation should account
for that investment as stock retired as part of the combination.
Reporting

Combined

Operations

56. A corporation which applies the pooling of interests
method of accounting to a combination should report results
of operations for the period in which the combination occurs
as though the companies had been combined as of the beginning of the period. Results of operations for that period thus
comprise those of the separate companies combined from the
beginning of the period to the date the combination is consummated and those of the combined operations from that
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date to the end of the period. Eliminating the effects of intercompany transactions from operations before the date of combination reports operations before and after the date of
combination on substantially the same basis. The effects of
intercompany transactions on current assets, current liabilities,
revenue, and cost of sales for periods presented and on retained earnings at the beginning of the periods presented
should be eliminated to the extent possible. The nature of and
effects on earnings per share of nonrecurring intercompany
transactions involving long-term assets and liabilities need not
be eliminated but should be disclosed. A combined corporation should disclose in notes to financial statements the revenue, extraordinary items, and net income of each of the
separate companies from the beginning of the period to the
date the combination is consummated (paragraph 64-d). The
information relating to the separate companies may be as of
the end of the interim period nearest the date that the combination is consummated.
57. Similarly, balance sheets and other financial information
of the separate companies as of the beginning of the period
should be presented as though the companies had been combined at that date. Financial statements and financial information of the separate companies presented for prior years should
also be restated on a combined basis to furnish comparative
information. All restated financial statements and financial
summaries should indicate clearly that financial data of the
previously separate companies are combined.
Expenses Related to

Combination

58. The pooling of interests method records neither the acquiring of assets nor the obtaining of capital. Therefore, costs incurred to effect a combination accounted for by that method and
to integrate the continuing operations are expenses of the combined corporation rather than additions to assets or direct reductions of stockholders' equity. Accordingly, all expenses related to
effecting a business combination accounted for by the pooling of
interests method should be deducted in determining the net
income of the resulting combined corporation for the period in
which the expenses are incurred. Those expenses include, for
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example, registration fees, costs of furnishing information to
stockholders, fees of finders and consultants, salaries and other
expenses related to services of employees, and costs and losses
of combining operations of the previously separate companies
and instituting efficiencies.
Disposition

of Assets After

Combination

59. A combined corporation may dispose of those assets of
the separate companies which are duplicate facilities or excess
capacity in the combined operations. Losses or estimated losses
on disposal of specifically identified duplicate or excess facilities should be deducted in determining the net income of the
resulting combined corporation. However, a loss estimated and
recorded while a facility remains in service should not include
the portion of the cost that is properly allocable to anticipated
future service of the facility.
60. Profit or loss on other dispositions of assets of the previously separate companies may require special disclosure unless the disposals are part of customary business activities of
the combined corporation. Specific treatment of a profit or loss
on those dispositions is warranted because the pooling of interests method of accounting would have been inappropriate
(paragraph 48-c) if the combined corporation were committed
or planned to dispose of a significant part of the assets of one
of the combining companies. The Board concludes that a combined corporation should disclose separately a profit or loss resulting from the disposal of a significant part of the assets or a separable segment of the previously separate companies, provided
the profit or loss is material in relation to the net income of
the combined corporation, and
the disposition is within two years after the combination is
consummated.
The disclosed profit or loss, less applicable income tax effect,
should be classified as an extraordinary item.
Date of Recording

Combination

61. A business combination accounted for by the pooling of
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interests method should be recorded as of the date the combination is consummated. Therefore, even though a business
combination is consummated before one or more of the combining companies first issues its financial statements as of an
earlier date, the financial statements issued should be those
of the combining company and not those of the resulting combined corporation. A combining company should, however, disclose as supplemental information, in notes to financial statements or otherwise, the substance of a combination consummated before financial statements are issued and the effects of
the combination on reported financial position and results of
operations (paragraph 65). Comparative financial statements
presented in reports of the resulting combined corporation after
a combination is consummated should combine earlier financial
statements of the separate companies.
62. A corporation may be reasonably assured that a business
combination which has been initiated but not consummated as
of the date of financial statements will meet the conditions requiring the pooling of interests method of accounting. The corporation should record as an investment common stock of the
other combining company acquired before the statement date.
Common stock acquired by disbursing cash or other assets or by
incurring liabilities should be recorded at cost. Stock acquired
in exchange for common stock of the issuing corporation should,
however, be recorded at the proportionate share of underlying
net assets at the date acquired as recorded by the other company.
Until the pooling of interests method of accounting for the combination is known to be appropriate, the investment and net income of the investor corporation should include the proportionate share of earnings or losses of the other company after the
date of acquisition of the stock. The investor corporation should
also disclose results of operations for all prior periods presented
as well as the entire current period as they will be reported if the
combination is later accounted for by the pooling of interests
method. After the combination is consummated and the applicable method of accounting is known, financial statements issued
previously should be restated as necessary to include the other
combining company.
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Disclosure

of a

Combination

63. A combined corporation should disclose in its financial
statements that a combination which is accounted for by the
pooling of interests method has occurred during the period. The
basis of current presentation and restatements of prior periods
may be disclosed in the financial statements by captions or
by references to notes.
64. Notes to financial statements of a combined corporation
should disclose the following for the period in which a business
combination occurs and is accounted for by the pooling of interests method.
a. Name and brief description of the companies combined,
except a corporation whose name is carried forward to
the combined corporation.
b. Method of accounting for the combination — that is, by
the pooling of interests method.
c. Description and number of shares of stock issued in the
business combination.
d. Details of the results of operations of the previously separate companies for the period before the combination
is consummated that are included in the current combined net income (paragraph 56). The details should include revenue, extraordinary items, net income, other
changes in stockholders' equity, and amount of and manner of accounting for intercompany transactions.
e. Descriptions of the nature of adjustments of net assets
of the combining companies to adopt the same accounting practices and of the effects of the changes on net
income reported previously by the separate companies
and now presented in comparative financial statements
(paragraph 52).
f.

Details of an increase or decrease in retained earnings
from changing the fiscal year of a combining company.
The details should include at least revenue, expenses,
extraordinary items, net income, and other changes in
stockholders' equity for the period excluded from the
reported results of operations.
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g. Reconciliations of amounts of revenue and earnings previously reported by the corporation that issues the stock to
effect the combination with the combined amounts currently presented in financial statements and summaries. A
new corporation formed to effect a combination may instead disclose the earnings of the separate companies
which comprise combined earnings for prior periods.
The information disclosed in notes to financial statements should
also be furnished on a pro forma basis in information on a proposed business combination which is given to stockholders of
combining companies.
65. Notes to the financial statements should disclose details
of the effects of a business combination consummated before
the financial statements are issued but which is either incomplete as of the date of the financial statements or initiated
after that date (paragraph 61). The details should include
revenue, net income, earnings per share, and the effects of
anticipated changes in accounting methods as if the combination had been consummated at the date of the financial statements (paragraph 52).
Application of Purchase Method
Principles of Historical-Cost

Accounting

66. Accounting for a business combination by the purchase
method follows principles normally applicable under historicalcost accounting to recording acquisitions of assets and issuances of stock and to accounting for assets and liabilities after
acquisition.
67. Acquiring assets. The general principles to apply the
historical-cost basis of accounting to an acquisition of an asset
depend on the nature of the transaction:
a. An asset acquired by exchanging cash or other assets is
recorded at cost — that is, at the amount of cash disbursed or the fair value of other assets distributed.
b. An asset acquired by incurring liabilities is recorded at
cost — that is, at the present value of the amounts to be
paid.
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c. An asset acquired by issuing shares of stock of the acquiring corporation is recorded at the fair value of the
asset9 — that is, shares of stock issued are recorded at
the fair value of the consideration received for the stock.
The general principles must be supplemented to apply them
in certain transactions. For example, the fair value of an asset
received for stock issued may not be reliably determinable,
or the fair value of an asset acquired in an exchange may be
more reliably determinable than the fair value of a noncash
asset given up. Restraints on measurement have led to the practical rule that assets acquired for other than cash, including
shares of stock issued, should be stated at "cost" when they
are acquired and "cost may be determined either by the fair
value of the consideration given or by the fair value of the
property acquired, whichever is the more clearly evident."10
"Cost" in accounting often means the amount at which an entity
records an asset at the date it is acquired whatever its manner of
acquisition, and that "cost" forms the basis for historical-cost
accounting.
68. Allocating cost. Acquiring assets in groups requires not
only ascertaining the cost of the assets as a group but also
allocating the cost to the individual assets which comprise
the group. The cost of a group is determined by the principles
described in paragraph 67. A portion of the total cost is then
assigned to each individual asset acquired on the basis of its
fair value. A difference between the sum of the assigned costs
of the tangible and identifiable intangible assets acquired less
liabilities assumed and the cost of the group is evidence of
unspecified intangible values.
69. Accounting after acquisition. The nature of an asset and
not the manner of its acquisition determines an acquirer's
subsequent accounting for the cost of that asset. The basis
for measuring the cost of an asset — whether amount of cash
paid, fair value of an asset received or given up, amount of a
9

10

An asset acquired may be an entire entity which may have intangible assets,
including goodwill.
ARB No. 24; the substance was retained in slightly different words in Chapter
5 of ARB No. 43 and ARB No. 48.
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liability incurred, or fair value of stock issued — has no effect
on the subsequent accounting for that cost, which is retained
as an asset, depreciated, amortized, or otherwise matched with
revenue.
Acquiring

Corporation

70. A corporation which distributes cash or other assets or
incurs liabilities to obtain the assets or stock of another company is clearly the acquirer. The identities of the acquirer and
the acquired company are usually evident in a business combination effected by the issue of stock. The acquiring corporation normally issues the stock and commonly is the larger
company. The acquired company may, however, survive as
the corporate entity, and the nature of the negotiations sometimes clearly indicates that a smaller corporation acquires a
larger company. The Board concludes that presumptive evidence of the acquiring corporation in combinations effected
by an exchange of stock is obtained by identifying the former
common stockholder interests of a combining company which
either retain or receive the larger portion of the voting rights
in the combined corporation. That corporation should be
treated as the acquirer unless other evidence clearly indicates
that another corporation is the acquirer. For example, a substantial investment of one company in common stock of
another before the combination may be evidence that the
investor is the acquiring corporation.
71. If a new corporation is formed to issue stock to effect
a business combination to be accounted for by the purchase
method, one of the existing combining companies should be
considered the acquirer on the basis of the evidence available.
Determining

Cost of an Acquired

Company

72. The same accounting principles apply to determining the
cost of assets acquired individually, those acquired in a group,
and those acquired in a business combination. A cash payment
by a corporation measures the cost of acquired assets less liabilities assumed. Similarly, the fair values of other assets
distributed, such as marketable securities or properties, and the
fair value of liabilities incurred by an acquiring corporation
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measure the cost of an acquired company. The present value
of a debt security represents the fair value of the liability, and
a premium or discount should be recorded for a debt security
issued with an interest rate fixed materially above or below the
effective rate or current yield for an otherwise comparable
security.
73. The distinctive attributes of preferred stocks make some
issues similar to a debt security while others possess common
stock characteristics, with many gradations between the extremes. Determining cost of an acquired company may be
affected by those characteristics. For example, the fair value
of a nonvoting, nonconvertible preferred stock which lacks
characteristics of common stock may be determined by comparing the specified dividend and redemption terms with comparable securities and by assessing market factors. Thus
although the principle of recording the fair value of consideration received for stock issued applies to all equity securities,
senior as well as common stock, the cost of a company acquired by issuing senior equity securities may be determined
in practice on the same basis as for debt securities.
74. The fair value of securities traded in the market is
normally more clearly evident than the fair value of an acquired company (paragraph 67). Thus, the quoted market
price of an equity security issued to effect a business combination may usually be used to approximate the fair value of an
acquired company after recognizing possible effects of price
fluctuations, quantities traded, issue costs, and the like (paragraph 23). The market price for a reasonable period before
and after the date the terms of the acquisition are agreed to
and announced should be considered in determining the fair
value of securities issued.
75. If the quoted market price is not the fair value of stock,
either preferred or common, the consideration received should
be estimated even though measuring directly the fair values of
assets received is difficult. Both the consideration received, including goodwill, and the extent of the adjustment of the quoted
market price of the stock issued should be weighed to determine
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the amount to be recorded. All aspects of the acquisition, including the negotiations, should be studied, and independent
appraisals may be used as an aid in determining the fair value
of securities issued. Consideration other than stock distributed
to effect an acquisition may provide evidence of the total fair
value received.
76. Costs of acquisition. The cost of a company acquired in
a business combination accounted for by the purchase method
includes the direct costs of acquisition. Costs of registering
and issuing equity securities are a reduction of the otherwise
determinable fair value of the securities. However, indirect and
general expenses related to acquisitions are deducted as incurred in determining net income.
Contingent

Consideration

77. A business combination agreement may provide for the
issuance of additional shares of a security or the transfer of
cash or other consideration contingent on specified events or
transactions in the future. Some agreements provide that a
portion of the consideration be placed in escrow to be distributed or to be returned to the transferor when specified events
occur. Either debt or equity securities may be placed in
escrow, and amounts equal to interest or dividends on the
securities during the contingency period may be paid to the
escrow agent or to the potential security holder.
78. The Board concludes that cash and other assets distributed and securities issued unconditionally and amounts of
contingent consideration which are determinable at the date of
acquisition should be included in determining the cost of an
acquired company and recorded at that date. Consideration
which is issued or issuable at the expiration of the contingency
period or which is held in escrow pending the outcome of the
contingency should be disclosed but not recorded as a liability
or shown as outstanding securities unless the outcome of the
contingency is determinable beyond reasonable doubt.
79. Contingent consideration should usually be recorded
when the contingency is resolved and consideration is issued or
becomes issuable. In general, the issue of additional securities
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or distribution of other consideration at resolution of contingencies based on earnings should result in an additional
element of cost of an acquired company. In contrast, the issue
of additional securities or distribution of other consideration
at resolution of contingencies based on security prices should
not change the recorded cost of an acquired company.
80. Contingency based on earnings. Additional consideration
may be contingent on maintaining or achieving specified earnings levels in future periods. When the contingency is resolved and additional consideration is distributable, the acquiring corporation should record the current fair value of the
consideration issued or issuable as additional cost of the acquired company. The additional costs of affected assets, usually
goodwill, should be amortized over the remaining life of the
asset.
81. Contingency based on security prices. Additional consideration may be contingent on the market price of a specified
security issued to effect a business combination. Unless the
price of the security at least equals the specified amount on a
specified date or dates, the acquiring corporation is required
to issue additional equity or debt securities or transfer cash or
other assets sufficient to make the current value of the total
consideration equal to the specified amount. The securities
issued unconditionally at the date the combination is consummated should be recorded at that date at the specified amount.
82. The cost of an acquired company recorded at the date of
acquisition represents the entire payment, including contingent
consideration. Therefore, the issuance of additional securities or
distribution of other consideration does not affect the cost of the
acquired company, regardless of whether the amount specified
is a security price to be maintained or a higher security price to
be achieved. On a later date when the contingency is resolved
and additional consideration is distributable, the acquiring corporation should record the current fair value of the additional
consideration issued or issuable. However, the amount previously
recorded for securities issued at the date of acquisition should
simultaneously be reduced to the lower current value of those
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securities. Reducing the value of debt securities previously issued
to their later fair value results in recording a discount on debt
securities. The discount should be amortized from the date the
additional securities are issued.
83. Accounting for contingent consideration based on conditions other than those described should be inferred from the
procedures outlined. For example, if the consideration contingently issuable depends on both future earnings and future
security prices, additional cost of the acquired company should
be recorded for the additional consideration contingent on
earnings, and previously recorded consideration should be
reduced to current value of the consideration contingent on
security prices. Similarly, if the consideration contingently issuable depends on later settlement of a contingency, an increase
in the cost of acquired assets, if any, should be amortized over
the remaining life of the assets.
84. Interest or dividends during contingency period. Amounts
paid to an escrow agent representing interest and dividends on
securities held in escrow should be accounted for according
to the accounting for the securities. That is, until the disposition of the securities in escrow is resolved, payments to the
escrow agent should not be recorded as interest expense or
dividend distributions. An amount equal to interest and dividends later distributed by the escrow agent to the former stockholders should be added to the cost of the acquired assets at the
date distributed and amortized over the remaining life of the
assets.
85. Tax effect of imputed interest. A tax reduction resulting
from imputed interest on contingently issuable stock reduces
the fair value recorded for contingent consideration based on
earnings and increases additional capital recorded for contingent consideration based on security prices.
86. Compensation in contingent agreements. The substance
of some agreements for contingent consideration is to provide
compensation for services or use of property or profit sharing,
and the additional consideration given should be accounted
for as expenses of the appropriate periods.
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Recording

Assets Acquired

and Liabilities

Assumed

87. An acquiring corporation should allocate the cost of an
acquired company to the assets acquired and liabilities assumed. Allocation should follow the principles described in
paragraph 68.
First, all identifiable assets acquired, either individually or
by type, and liabilities assumed in a business combination,
whether or not shown in the financial statements of the acquired company, should be assigned a portion of the cost
of the acquired company, normally equal to their fair values
at date of acquisition.
Second, the excess of the cost of the acquired company
over the sum of the amounts assigned to identifiable assets
acquired less liabilities assumed should be recorded as goodwill. The sum of the market or appraisal values of identifiable
assets acquired less liabilities assumed may sometimes exceed
the cost of the acquired company. If so, the values otherwise
assignable to noncurrent assets acquired (except long-term investments in marketable securities) should be reduced by a
proportionate part of the excess to determine the assigned
values. A deferred credit for an excess of assigned value of
identifiable assets over cost of an acquired company (sometimes called "negative goodwill") should not be recorded
unless those assets are reduced to zero value.
Independent appraisals may be used as an aid in determining
the fair values of some assets and liabilities. Subsequent sales
of assets may also provide evidence of values. The effect of
taxes may be a factor in assigning amounts to identifiable
assets and liabilities (paragraph 89).
88. General guides for assigning amounts to the individual
assets acquired and liabilities assumed, except goodwill, are:
a. Marketable securities at current net realizable values.
b. Receivables at present values of amounts to be received
determined at appropriate current interest rates, less
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allowances for uncollectibility and collection costs, if
necessary.
c. Inventories:
(1) Finished goods and merchandise at estimated selling prices less the sum of (a) costs of disposal and
(b) a reasonable profit allowance for the selling
effort of the acquiring corporation.
(2) Work in process at estimated selling prices of finished goods less the sum of (a) costs to complete,
(b) costs of disposal, and (c) a reasonable profit
allowance for the completing and selling effort of the
acquiring corporation based on profit for similar
finished goods.
(3) Raw materials at current replacement costs.
d. Plant and equipment: (1) to be used, at current replacement costs for similar capacity11 unless the expected future use of the assets indicates a lower value to the
acquirer, (2) to be sold or held for later sale rather than
used, at current net realizable value, and (3) to be used
temporarily, at current net realizable value recognizing
future depreciation for the expected period of use.
e. Intangible assets which can be identified and named,
including contracts, patents, franchises, customer and
supplier lists, and favorable leases, at appraised values.12
f. Other assets, including land, natural resources, and nonmarketable securities, at appraised values.
g. Accounts and notes payable, long-term debt, and other
claims payable at present values of amounts to be paid
determined at appropriate current interest rates.
11

12

Replacement cost may be determined directly if a used asset market exists for
the assets acquired. Otherwise, the replacement cost should be approximated
from replacement cost new less estimated accumulated depreciation.
Fair values should be ascribed to specific assets; identifiable assets should not
be included in goodwill.
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h. Liabilities and accruals — for example, accruals for pension cost,13 warranties, vacation pay, deferred compensation — at present values of amounts to be paid determined at appropriate current interest rates.
i.

Other liabilities and commitments, including unfavorable
leases, contracts, and commitments and plant closing expense incident to the acquisition, at present values of
amounts to be paid determined at appropriate current interest rates.

An acquiring corporation should record periodically as a part
of income the accrual of interest on assets and liabilities recorded at acquisition date at the discounted values of amounts
to be received or paid. An acquiring corporation should not
record as a separate asset the goodwill previously recorded
by an acquired company and should not record deferred income taxes recorded by an acquired company before its acquisition. An acquiring corporation should reduce the acquired
goodwill retroactively for the realized tax benefits of loss carryforwards of an acquired company not previously recorded by
the acquiring corporation.
89. The market or appraisal values of specific assets and liabilities determined in paragraph 88 may differ from the income
tax bases of those items. Estimated future tax effects of differences between the tax bases and amounts otherwise appropriate to assign to an asset or a liability are one of the variables
in estimating fair value. Amounts assigned to identifiable assets
and liabilities should, for example, recognize that the fair value
of an asset to an acquirer is less than its market or appraisal
value if all or a portion of the market or appraisal value is not
deductible for income taxes. The impact of tax effects on
amounts assigned to individual assets and liabilities depends
on numerous factors, including imminence or delay of realization of the asset value and the possible timing of tax consequences. Since differences between amounts assigned and tax
13

An accrual for pension cost should be the greater of ( 1 ) accrued pension cost
computed in conformity with the accounting policies of the acquiring corporation for one or more of its pension plans or ( 2 ) the excess, if any, of the
actuarially computed value of vested benefits over the amount of the pension
fund.
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bases are not timing differences (APB Opinion No. 11,
Accounting for Income Taxes, paragraph 13), the acquiring
corporation should not record deferred tax accounts at the date
of acquisition.
Amortization

of

Goodwill

90. Goodwill recorded in a business combination accounted
for by the purchase method should be amortized in accordance
with the provisions in paragraphs 27 to 31 of APB Opinion
No. 17, Intangible Assets.
Excess of Acquired

Net Assets Over

Cost

91. The value assigned to net assets acquired should not exceed the cost of an acquired company because the general presumption in historical-cost based accounting is that net assets
acquired should be recorded at not more than cost. The total
market or appraisal values of identifiable assets acquired less
liabilities assumed in a few business combinations may exceed
the cost of the acquired company. An excess over cost should be
allocated to reduce proportionately the values assigned to noncurrent assets (except long-term investments in marketable
securities) in determining their fair values (paragraph 87). If
the allocation reduces the noncurrent assets to zero value, the
remainder of the excess over cost should be classified as a deferred credit and should be amortized systematically to income
over the period estimated to be benefited but not in excess of
forty years. The method and period of amortization should be
disclosed.
92. No part of the excess of acquired net assets over cost
should be added directly to stockholders' equity at the date of
acquisition.
Acquisition

Date

93. The Board believes that the date of acquisition of a company should ordinarily be the date assets are received and
other assets are given or securities are issued. However, the
parties may for convenience designate as the effective date the
end of an accounting period between the dates a business combination is initiated and consummated. The designated date
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should ordinarily be the date of acquisition for accounting purposes if a written agreement provides that effective control of
the acquired company is transferred to the acquiring corporation
on that date without restrictions except those required to protect
the stockholders or other owners of the acquired company —
for example, restrictions on significant changes in the operations,
permission to pay dividends equal to those regularly paid before
the effective date, and the like. Designating an effective date
other than the date assets or securities are transferred requires
adjusting the cost of an acquired company and net income
otherwise reported to compensate for recognizing income before
consideration is transferred. The cost of an acquired company
and net income should therefore be reduced by imputed interest
at an appropriate current rate on assets given, liabilities incurred, or preferred stock distributed as of the transfer date to
acquire the company.
94. The cost of an acquired company and the values assigned
to assets acquired and liabilities assumed should be determined as of the date of acquisition. The statement of income of
an acquiring corporation for the period in which a business
combination occurs should include income of the acquired
company after the date of acquisition by including the revenue
and expenses of the acquired operations based on the cost to
the acquiring corporation.
Disclosure

in Financial

Statements

95. Notes to the financial statements of an acquiring corporation should disclose the following for the period in which a
business combination occurs and is accounted for by the purchase method.
a. Name and a brief description of the acquired company.
b. Method of accounting for the combination—that is, by
the purchase method.
c. Period for which results of operations of the acquired
company are included in the income statement of the
acquiring corporation.
d. Cost of the acquired company and, if applicable, the
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number of shares of stock issued or issuable and the
amount assigned to the issued and issuable shares.
e. Description of the plan for amortization of acquired goodwill, the amortization method, and period (APB Opinion
No. 17, paragraphs 27 to 31).
f. Contingent payments, options, or commitments specified
in the acquisition agreement and their proposed accounting treatment.
Information relating to several relatively minor acquisitions
may be combined for disclosure.
96. Notes to the financial statements of the acquiring corporation for the period in which a business combination occurs
and is accounted for by the purchase method should include as
supplemental information the following results of operations on
a pro forma basis:
a. Results of operations for the current period as though the
companies had combined at the beginning of the period,
unless the acquisition was at or near the beginning of the
period.
b. Results of operations for the immediately preceding period
as though the companies had combined at the beginning
of that period if comparative financial statements are presented.
The supplemental pro forma information should as a minimum
show revenue, income before extraordinary items, net income,
and earnings per share. To present pro forma information,
income taxes, interest expense, preferred stock dividends, depreciation and amortization of assets, including goodwill, should
be adjusted to their accounting bases recognized in recording
the combination. Pro forma presentation of results of operations
of periods prior to the combination transaction should be limited
to the immediately preceding period.
EFFECTIVE DATE

97. The provisions of this Opinion shall be effective to account for business combinations initiated14 after October 31, 1970.
14

Initiated is defined in paragraph 46-a whether the combination is accounted
for by the pooling of interests method or by the purchase method.
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Business combinations initiated before November 1, 1970 and
consummated on or after that date under the terms prevailing
on October 31, 1970 (paragraph 47-a) may be accounted for
in accordance with this Opinion or the applicable previous pronouncements of the Board and its predecessor committee.
98. The provisions of this Opinion should not be applied
retroactively for business combinations consummated before
November 1, 1970.
99. If a corporation holds as an investment on October 31,
1970 a minority interest in or exactly 50 percent of the common
stock of another company and the corporation initiates after
October 31, 1970 a plan of combination with that company, the
resulting business combination may be accounted for by the
pooling of interests method provided
the combination is completed within five years after October 31, 1970 and
the combination meets all conditions specified in paragraphs 45 to 48, except that
(i) the minority interest in the voting common stock of the
combining company held on October 31, 1970 may exceed 10 percent of the outstanding voting common
stock of the combining company (paragraph 46-b), and
(ii) the corporation which effects the combination issues
voting common stock for at least 90 percent of the outstanding voting common stock interest, as described in
paragraph 47-b, of the other combining company not already held on October 31, 1970 (rather than 90 percent
of all of the common stock interest of the combining
company).
The investment in common stock held on October 31, 1970
should not be accounted for as treasury stock or retired stock
at the date of the combination. Instead, the excess of cost over
the investor corporation's proportionate equity in the net assets
of the combining company at or near the date the stock
investment was acquired should be allocated to identifiable
assets of the combining company at the date the combination

Business Combinations

325

is consummated on the basis of the fair values of those assets
at the combination date. The unallocated portion of the excess
should be assigned to an unidentified intangible asset (goodwill) and should be accounted for according to applicable
previous pronouncements of the Board and its predecessor
committee. The cost of goodwill should not be amortized
retroactively but may be amortized prospectively under the
provision of APB Opinion No. 17, paragraph 35. If the cost of the
investment is less than the investor's equity in the net assets of
the combining company, that difference should reduce proportionately the recorded amounts of noncurrent assets (except
long-term investments in marketable securities) of the combining company.
The Opinion entitled "Business Combinations" was adopted
by the assenting votes of twelve members of the Board.
Messrs. Broeker, Burger, Davidson, Horngren, Seidman, and
Weston dissented.
Messrs. Broeker, Burger, and Weston dissent to issuance of
this Opinion because they believe that it is not a sound or logical
solution of the problem of accounting for business combinations.
They believe that, except for combinations of companies whose
relative size is such as to indicate a significant sharing of ownership risks and benefits, business combinations represent the acquisition or purchase of one company by another and that
accounting should reflect that fact. While they agree that the
criteria specified in this Opinion for the pooling of interests
method represent, in most cases, an improvement over present
criteria in practice, this action does not, in their opinion, represent a substantive response by the Accounting Principles Board
to the overall problem.
Messrs. Davidson, Horngren, and Seidman dissent to the
Opinion because it seeks to patch up some of the abuses of
pooling. The real abuse is pooling itself. On that, the only answer is to eliminate pooling. Paragraphs 35 to 41 set forth some
of the defects of pooling. The fundamental one is that pooling
ignores the asset values on which the parties have traded, and
substitutes a wholly irrelevant figure — the amount on the
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seller's books. Such nonaccounting for bargained acquisition
values permits the reporting of profits upon subsequent disposition of such assets when there really may be less profit or perhaps
a loss. Had the assets been acquired from the seller for cash, the
buyer's cost would be the amount of the cash. Acquisition for
stock should make no difference. The accounting essence is the
amount of consideration, not its nature. Payment in cash or stock
can be a matter of form, not substance. Suppose the seller wants
cash. The buyer can first sell stock and turn over the proceeds
to the seller, or the seller can take stock and promptly sell the
stock for cash.
The following deal with some arguments made in the Opinion
for pooling: ( 1 ) Pooling is described in paragraph 28 as a fusion
resulting from "pooling equity interests". But it is the sort of
fusion where a significant exchange transaction takes place. The
seller parts with control over its assets and operations. In return
the buyer issues stock representing an interest in its assets and
operations. That interest has value and is a measure of the cost
of the acquisition to the buyer. (2) Paragraph 29 declares that
pooling is really a transaction among the stockholders. That just
is not the fact. The buyer is always a company. (3) Paragraph
25 decries purchase accounting because it results in a write-up
of only seller's assets. There is no write-up. There is only a recording of cost to the buyer. That cost is measured by the value
of the assets acquired from the seller, (4) Pooling is said to avoid
the difficulty of valuing assets or stock (paragraph 22). Difficulty
of valuation should not be permitted to defeat fair presentation.
Besides, the parties do determine values in their bargaining for
the amount of stock to be issued.
Some say that to eliminate pooling will impede mergers.
Mergers were prevalent before pooling, and will continue after.
Accounting does not exist to aid or discourage mergers, but to
account for them fairly. Elimination of pooling will remove the
confusion that comes from the coexistence of pooling and purchase accounting. Above all, the elimination of pooling would
remove an aberration in historical-cost accounting that permits
an acquisition to be accounted for on the basis of the seller's cost
rather than the buyer's cost of the assets obtained in a bargained
exchange.
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NOTES

Opinions of the Accounting Principles Board present the
conclusions of at least two-thirds of the members of the
Board, which is the senior technical body of the Institute
authorized to issue pronouncements on accounting principles.
Board Opinions are considered appropriate in all circumstances covered but need not be applied to immaterial items.
Covering all possible conditions and circumstances in an
Opinion of the Accounting Principles Board is usually impracticable. The substance of transactions and the principles,
guides, rules, and criteria described in Opinions should control the accounting for transactions not expressly covered.
Unless otherwise stated, Opinions of the Board are not intended to be retroactive.
Council of the Institute has resolved that Institute members
should disclose departures from Board Opinions in their reports as independent auditors when the effect of the departures
on the financial statements is material or see to it that such
departures are disclosed in notes to the financial statements
and, where practicable, should disclose their effects on the
financial statements (Special Bulletin, Disclosure of Departures
from Opinions of the Accounting Principles Board, October
1964). Members of the Institute must assume the burden of
justifying any such departures.
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